Investment companies industry developments, 1995/96; Audit risk alerts by American Institute of Certified Public Accountants. Auditing Standards Division
University of Mississippi
eGrove
Industry Developments and Alerts American Institute of Certified Public Accountants(AICPA) Historical Collection
1995
Investment companies industry developments,
1995/96; Audit risk alerts
American Institute of Certified Public Accountants. Auditing Standards Division
Follow this and additional works at: https://egrove.olemiss.edu/aicpa_indev
Part of the Accounting Commons, and the Taxation Commons
This Article is brought to you for free and open access by the American Institute of Certified Public Accountants (AICPA) Historical Collection at
eGrove. It has been accepted for inclusion in Industry Developments and Alerts by an authorized administrator of eGrove. For more information,
please contact egrove@olemiss.edu.
Recommended Citation
American Institute of Certified Public Accountants. Auditing Standards Division, "Investment companies industry developments,




Investment Companies Industry Developments—1995/96
Complement to AICPA Audit and Accounting Guide
Audits o f Investment Companies
NOTICE TO READERS
This Audit Risk Alert is intended to provide auditors of financial 
statements of investment companies with an overview of recent economic, 
industry, regulatory, and professional developments that may affect the 
audits they perform. This document has been prepared by the AICPA 
staff. It has not been approved, disapproved, or otherwise acted on by a 
senior technical committee of the AICPA. 
Al Goll
Technical Manager, Accounting Standards Division
Gerard L. Yarnall
Director, Audit and Accounting Guides
The AICPA Staff is grateful to the members of the AICPA Investment 
Companies Committee for their contribution to this document.
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Industry and Economic Developments
Following a brief respite in 1994, the phenomenal growth of invest­
ment companies—both open-end or mutual and closed-end funds— 
resumed in 1995. The second quarter of 1995 was the best quarter that 
mutual funds as a whole have seen in two-and-a-half years. At mid­
year, the total value of mutual fund assets was $2.5 trillion, an increase 
of $300 billion from year end 1994. That increase was more than three 
times the increase for all of 1994. U.S. stock funds, principally technol­
ogy and financial services funds, were significant factors in this 
growth.
The rapid growth in the mutual fund industry continues to be 
fueled by factors that include a growing network of bank-affiliated 
fund products, the trend in corporate America away from defined- 
benefit retirement arrangements and toward defined-contribution 
plans that are organized around a variety of mutual fund products, as 
well as the growing globalization of investment products and markets. 
It is estimated that over 31 percent (30.2 million) of U.S. households 
own shares in mutual funds. As a result, the investment company in­
dustry is subject to extensive media coverage as well as to increasing 
scrutiny from Congress and the Securities and Exchange Commission 
(SEC).
The growth in the mutual fund industry is likely to give rise to a 
number of factors that may deserve consideration by auditors as they 
plan audits of financial statements of investment companies. For exam­
ple,
• Increases in transaction activity may place burdens on internal 
control structures that may affect auditors' assessments of control 
risk.
• The inflow of dollars for investment may require changes in in­
vestment strategies as portfolio managers attempt to maintain or 
improve returns to attract new investors and retain current inves­
tors. Such strategies frequently entail the use of derivative finan­
cial instruments either as risk management tools or as speculative 
investment vehicles.
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• Innovative marketing strategies are resulting in increasingly com­
plex capital structures such as multiple-class funds and "hub and 
spoke" fund structures.
• The trend toward concentration of similar funds into larger eco­
nomic units is resulting in an increase in fund mergers and acqui­
sitions.
• The success of mutual funds in recent years has also given rise to 
an increasing variety of fund products whose objectives range 
from global to ultra-specific, modern-derivative investment strate­
gies.
As they assess audit risk, auditors of financial statements of invest­
ment companies should be sensitive to issues that are inherent in the 
current business environment, particularly those relating to matters 
such as security valuations, portfolio custody (particularly foreign se­
curities held by foreign subcustodians or foreign central depositories), 
and funds' internal control structures.
Despite the overall success of mutual funds as an investment vehicle 
in 1995 (they are second only to commercial banks as financial interme­
diaries), regulators, industry representatives, and investors agree that 
there is much room for improvement and streamlining in materials 
used to communicate with fund shareholders and potential sharehold­
ers. To this end, the SEC issued a concept release seeking comment on 
a range of proposals for risk disclosures. Eight major fund companies, 
with the SEC's encouragement, have issued abbreviated profile pro­
spectuses, which are meant to be easy-to-read summaries of fund risks, 
fees, and objectives. However, these developments have not affected 
the SEC's requirements regarding financial statements.
Regulatory and Legislative Developments
Regulation of investment companies is discussed in chapter 1 of the 
AICPA Audit and Accounting Guide Audits o f  Investment Companies. 
The following discussion is intended to help auditors stay abreast of 
developments that affect the regulation of investment companies.
AICPA Statement on Auditing Standards (SAS) No. 22, Planning and 
Supervision (AICPA, Professional Standards, vol. 1, AU sec. 311), requires 
that, in planning their audits, auditors consider matters affecting the 
industry in which an entity operates, including, among other things, 
government regulations. Auditors consider such regulations in light of 
their potential impact on the financial statements being audited. SAS 
No. 54, Illegal Acts by Clients (AICPA, Professional Standards, vol. 1, AU 
sec. 317), distinguishes between two types of laws and regulations:
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1. Those that have a direct and material effect on the determination 
of financial statement amounts
2. Those that relate more to an entity's operating aspects than to its 
financial and accounting aspects and therefore have only an indi­
rect effect on the financial statements
Although auditors should design their audits to provide reasonable 
assurance of detecting material misstatements of the financial state­
ments resulting from illegal acts that directly and materially affect 
financial statement amounts, normally an audit performed in accord­
ance with generally accepted auditing standards (GAAS) does not in­
clude audit procedures specifically designed to detect illegal acts that 
would have indirectly affected the financial statements. Nonetheless, 
auditors should be aware of the possibility that such illegal acts may 
have occurred.
SEC Releases
SEC Release No. IC 20915. In April 1995, the SEC adopted rule 18f-3 
under the Investment Company Act of 1940 (the 1940 Act) which, sub­
ject to certain conditions, allows a fund to adopt a multiple-class struc­
ture without obtaining exemptive relief from Section 18f of the 1940 
Act. The new rule also eliminates the requirement for an initial and 
ongoing expert's opinion (generally issued by funds' auditors) on the 
initial design and subsequent operation of the internal control struc­
ture as it affects allocations among classes, which is currently a condi­
tion of receiving such exemptive relief. Those electing to operate under 
exemptive relief obtained before the rule was effective must still file an 
ongoing expert's opinion.
SEC Release No. IC 21221. Effective Septem ber 1, 1995, the SEC 
adopted rule and form amendments relating to the reporting of ex­
penses by investment companies. The amendments require that invest­
ment companies, in their statements of operations and other financial 
information for fiscal periods ending after September 1, 1995, include 
in gross expenses certain amounts paid by broker-dealers under so- 
called "brokerage/service arrangements" and amounts reduced 
through explicit "expense offset" arrangements (for example, a reduc­
tion in custody fees as a result of maintaining cash with the fund's 
custodian). Effective December 1, 1995, yields computed under SEC 
regulations are to be reduced by expenses paid under "broker­
age/service arrangements". In addition, the amendments require, for 
fiscal years beginning September 1, 1995, that investment companies 
report in their financial highlights the average commission rate paid
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per share on commissionable purchases and sales of portfolio securi­
ties, subject to a de minimis exception. Retroactive restatement of fi­
nancial statements is not required. The amendments are intended to 
enhance the information provided to investors so that they may be 
better able to assess and compare investment company expenses and 
yield information. A more detailed discussion of the compliance dates 
appears in section II.G of the release.
Other SEC Concerns
The SEC's Division of Investment Management has noted, in letters 
and various public forums, the matters in the following sections that 
frequently give rise to comments on materials filed with the SEC or 
that have been identified by the SEC's field inspection process. If audi­
tors become aware during the course of an audit that such transactions 
have not been reported in the financial statements as recommended, 
they should consider the effect on the amounts presented in the finan­
cial statements of such deviations and whether the audit committee or 
the board of directors knows of the SEC staff's position and approves 
of the accounting and financial statement presentation that is in con­
flict with that position.
The Chief Accountant of the SEC Division of Investment Manage­
ment issued letters dated November 1, 1994 and February 3, 1995, to 
chief financial officers of investment companies to assist investment 
company registrants and their auditors in addressing certain account­
ing-related matters. The letters discuss—
1. Accounting for certain transactions with affiliates
2. Valuation of certain portfolio investments
3. An audited balance sheet for new series
4. Securities with zero value
5. Applying Financial Accounting Standards Board (FASB) State­
ment No. 119, Disclosure about Derivative Financial Instruments and 
Fair Value o f Financial Instruments (FASB, Current Text, vol. 1, sec. 
F25), to investment companies
6. Presentation and accounting for enhanced securities
In a letter dated August 2 1 , 1995, the AICPA Investment Companies 
Committee (the Committee) commented on the views expressed by the 
Chief Accountant regarding how auditors should test a company's 
valuation of certain securities. In its letter, the Committee stated that 
implementing the SEC staff's views would expand auditors' responsi­
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bilities beyond what is required under GAAS and in SEC Accounting 
Series Release 118.
Postmerger Performance. As noted in the "Industry and Economic De­
velopments" section of this Audit Risk Alert, fund mergers have be­
come a common phenomenon. Following the merger of two or more 
investment companies, the issue of how to compute the historical per­
formance of the continuing entity arises. In a no-action response to a 
letter from North American Security Trust (publicly available August 
5 ,  1994), the SEC staff stated it would not object if a fund formed as a 
result of the mergers of other funds used the historical performance 
data of the fund that it most closely resembled for purposes of present­
ing historical performance information for periods prior to the reor­
ganization. The staff said that in determining whether a surviving fund 
or a new fund resulting from a reorganization may use the historical 
performance of any of the predecessor funds, funds should compare 
the attributes of the surviving or new fund and the predecessor funds 
to determine which predecessor fund, if any, the new or surviving 
fund most closely resembles. Among the factors to be considered are 
the comparability of the various funds' (1) investment advisors; (2) 
investment objectives, policies, and restrictions; (3) expense structures 
and expense ratios; (4) asset sizes; and (5) portfolio compositions. The 
SEC staff believes that the survivor of a business combination for ac­
counting purposes (that is, the fund whose financial statements and 
other financial information are carried forward) typically will be the 
fund whose historical performance may be used by a new or surviving 
fund. While this letter involved open-end funds, it stated that the same 
rationale would apply to a merger of closed-end funds.
Auditors of funds involved in merger transactions should refer to 
paragraphs 8.27 through 8.31 of Audits o f Investment Companies for fur­
ther guidance.
Cash Collateral. Transactions in which funds lend investments and 
receive other investments as collateral generally are treated as off-bal­
ance-sheet transactions. However, any cash received as collateral for 
such loans is recorded as an asset of the fund, and the investment of the 
collateral cash is subject to the same limitations as the fund's invest­
ments. The SEC staff has stated that income from such arrangements 
should not be offset against custody charges for financial reporting 
purposes because that would misstate such expenses; it should be re­
flected separately as a part of investment income.
Securities Lending Income. Investment companies that have subcusto­
dians that lend securities receive a portion of the fees the subcustodi­
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ans earn for lending the securities. The SEC staff has stated that if sub­
custodians are engaged solely to allow investment companies to par­
ticipate in income from the securities lending activities, investment 
companies may, for financial statement-presentation and expense-ra­
tio purposes, reduce reported subcustodian fees by investment compa­
nies' portions of the securities lending income, with parenthetical 
disclosures of the amount by which subcustodian fees have been re­
duced by securities lending income. If the amount of securities lending 
income exceeds total subcustodian fees, the staff believes that should 
not be reflected as an additional reduction of the fees of the primary 
custodian. Such excess should be presented separately as part of in­
vestment income.
Audit Issues and Developments
Derivative Financial Instruments
Recent years have seen a growing use of derivatives, innovative 
financial instruments that often are very complex and can involve a 
substantial risk of loss. Investment companies sometimes use such 
instruments as risk management tools (hedges) or as speculative in­
vestment vehicles. As interest rates, commodity prices, and numerous 
other market rates and indices from which derivative financial instru­
ments obtain their values have increased in volatility, a number of en­
tities have incurred significant losses as a result of their use. The use of 
derivatives almost always increases audit risk.
It is essential that auditors understand both the economics of deriva­
tives used by the investment companies whose financial statements 
they audit as well as the nature and business purpose of their deriva­
tives activities. In addition, auditors should evaluate their clients' ac­
counting for any such instruments, especially those carried at other 
than market value. To the extent the derivatives qualify as financial 
instruments as defined in FASB Statements No. 105, Disclosure o f Infor­
mation about Financial Instruments with Off-Balance-Sheet Risk and Finan­
cial Instruments with Concentrations o f Credit Risk (FASB, Current Text, 
vol. 1, sec. F25), No. 107, Disclosures about Fair Value o f Financial Instru­
ments (FASB, Current Text, vol. 1, sec. F25), and No. 119, the disclosure 
requirements set forth in those statements must be met.
Many of the unique audit risk considerations presented by the use of 
derivatives are discussed in detail in Audit Risk Alert— 1995/96. Also, 
see "FASB Statement on Derivatives" in the "Accounting Issues and 
Developments" section of this Audit Risk Alert. The AICPA publica­
tion Derivatives-Current Accounting and Auditing Literature (Product No.
10
014888) summarizes current authoritative accounting and auditing 
guidance and provides background information on basic derivatives 
contracts, risks, and other general considerations.
Valuation of Securities
The valuation of investment securities continues to be a prime con­
cern for auditors of investment companies. Investments generally rep­
resent the most significant asset in an investment company's statement 
of assets and liabilities. Additionally, the daily purchase and redemp­
tion prices of fund shares are based almost exclusively on the value of 
a fund's investment portfolio.
Chapter 2 of Audits o f  Investment Companies describes the estimation 
of fair values of securities valued in good faith by boards of directors. 
In auditing securities' valuations determined by the board of directors, 
auditors should review the information considered by the board in 
determining the value of the securities, ascertain that the procedures 
followed were reasonable, review the supporting documentation, and 
read relevant minutes. In some instances, auditors may consider using 
the work of a specialist in auditing the valuation of such securities. SAS 
No. 73, Using the Work o f a Specialist (AICPA, Professional Standards, vol.
1, AU sec. 336), provides guidance when auditors decide to consider 
the work of any specialist used. Auditing the valuation of such securi­
ties is an area that requires a high degree of judgment and scrutiny to 
ensure that the carrying amounts approximate fair value.
Continuing Globalization of Fund Products
Total assets of domestic funds investing in foreign securities (global 
and international funds) increased from $152.5 billion at December 31, 
1993, to $193.3 billion at December 3 1 , 1994, as investors continued to 
look beyond the borders of the United States for investment opportu­
nities. Foreign investments raise currency, taxation, and custodial is­
sues.
Auditors should be alert to factors that affect financial statements of 
entities with foreign investments, such as currency risk, foreign tax 
considerations, portfolio custody (particularly foreign securities held 
by foreign subcustodians or foreign central depositories) and obtaining 
reliable market values.
Audits o f Investment Companies, AICPA Statement of Position (SOP) 
93-1, Financial Accounting and Reporting for High-Yield Debt Securities by 
Investment Companies, and SOP 93-4, Foreign Currency Accounting and 
Financial Statement Presentation for Investment Companies, include fur­
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ther guidance on testing portfolio valuations, including estimates of 
values of foreign securities determined in good faith by boards of di­
rectors.
Service Auditor's Reports
Investment companies frequently use the services of fund custodi­
ans, transfer agents, and other service organizations that affect as­
sertions in an investm ent com pany's financial statem ents. In 
obtaining an understanding of an investment company's internal con­
trol structure and assessing control risk, auditors should consider 
carefully the functions or processing performed by such service or­
ganizations. SAS No. 70, Reports on the Processing o f Transactions by Serv­
ice Organizations (AICPA, Professional Standards, vol. 1, AU sec. 324), 
provides guidance to auditors of entities, including investment compa­
nies, that use service organizations. SAS No. 70 may specifically impact 
custodian and transfer agent third-party internal control report, as well 
as multiple-class fund design and operation reporting on expense allo­
cation and the calculation of net asset value per share and distribu­
tions.
SAS No. 55, Consideration o f the Internal Control Structure in a Financial 
Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 319), re­
quires an auditor to obtain a sufficient understanding of an entity's 
internal control structure to plan the audit. When an investment com­
pany uses a service organization, internal control structure policies and 
procedures at the service organization that affect the functions or proc­
essing performed by the service organization may have a significant 
effect on assertions in the investment company's financial statements. 
For this reason, planning the audit of an investment company may 
require that the auditor gain an understanding of the control structure 
policies and procedures performed by a service organization. When an 
investment company relies on a service organization's control struc­
ture policies and procedures over the processing of transactions that 
are material to the investment company's financial statements, these 
policies and procedures should be considered by the auditor.
One method of obtaining information about these policies and pro­
cedures is to obtain a service auditor's report as described in SAS No. 
70. Auditors frequently ask whether it is necessary to obtain a service 
auditor's report when their clients use service organizations. The fact 
that an entity uses a service organization does not, in itself, mean that 
such a report must be obtained. In certain situations, the investment 
company may implement control policies and procedures that will ob­
viate the need for a service auditor's report. In such circumstances, the 
investment company is not relying on the service organization's controls.
12
Some additional factors that may be considered in determining 
whether to obtain a service auditor's report are—
• Whether the transactions or accounts affected by the service or­
ganization are material to the investment company's financial 
statements.
• The extent to which the user organization retains responsibility for 
authorizing the transactions and maintaining the related account­
ability.
• The availability of other information (for example, user manuals, 
system overviews, and technical manuals) at the investment com­
pany. Such information may provide the auditor with sufficient 
information to plan the audit.
The AICPA's Auditing Standards Division will issue an Auditing 
Procedure Study titled Implementing SAS No. 70, Reports on the Process­
ing o f Transactions by Service Organizations, early in 1996.
Complex Capital Structures
To increase flexibility in pricing and access to alternative distribution 
channels for their shares, many investment companies have adopted 
complex capital structures. Such structures often include multiple- 
class funds and "hub and spoke" or master/feeder funds.
Multiple-Class Funds. Multiple-class funds are those that issue more 
than one class of shares. Each class of shares usually has a different 
sales charge structure, such as the traditional "front-end" load charges, 
contingent or deferred "back-end" charges that may be tied to an an­
nual 12b-1 fee (asset based distribution charge), so-called "level-load" 
charges that are assessed annually for as long as the shares are held, or 
combinations of such sales charges. Multiple-class funds may charge 
different classes of shares for expenses such as distribution (Rule 12b- 
1) fees, transfer-agent fees, registration fees, and printing expenses re­
lated specifically to each class.
The multiple-class structure raises a number of regulatory, tax, op­
erational, accounting, and financial reporting issues, many of which 
relate to allocations of income, expenses, realized and unrealized gains 
and losses, and distributions among the different classes of shares. In 
obtaining the understanding of the internal control structure required 
by SAS No. 55, auditors should consider whether management has 
implemented procedures for allocating fund income, expenses, real­
ized and unrealized gains, and distributions to the multiple classes of 
shares.
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SEC Rule 18f-3 of the 1940 Act requires that such allocations be 
based on the relative value of net assets among share classes, except 
for funds that seek to maintain net asset values at a constant dollar 
amount (such as money-market funds), for which allocations based 
on relative values of settled shares are also acceptable. Specific re­
ports on the design and functioning of a fund's systems of expense 
measurement and allocation to particular classes, as well as the daily 
net asset value per share and distributions, are required to be submit­
ted to the SEC.
In addition, tax compliance issues may be extensive, and failure to 
comply can result in "disproportionate dividends", disqualifying the 
fund from its status as a registered investment company. Financial 
statement presentation of information that is fund or class specific may 
also be complex.
The Investment Company Institute's (ICI's) Accounting Policy Sub­
committee has issued a white paper entitled Multiple Class Account­
ing and Reporting (ICI Accounting/Treasurers Members White Paper 
No. 18-92, March 3 1 , 1992) to help fund accountants and auditors un­
derstand the various issues surrounding multiple-class operational 
and financial reporting issues. Another white paper published by the 
ICI addresses accounting, tax, and operational issues for mortgage- 
backed securities.
"Hub and Spoke" or Master/Feeder Funds. Hub and spoke or master/ 
feeder funds permit a number of funds (spokes or feeders) with simi­
lar investment objectives to invest in a single entity (hub or master). 
This structure is intended to enable smaller funds to achieve econo­
mies of scale and to allow for the segmenting of market while at the 
same time centralizing assets. The structure allows for the grouping of 
investors in spokes that in turn invest in a central hub. Such structures 
permit marketers to develop specific fee structures for particular mar­
kets, for example, institutional and retail, while collecting assets into a 
central pool for investment management purposes.
In master/feeder structures, the investment management and distri­
bution functions are performed by separate investment companies. All 
investment management functions are conducted by the master fund, 
whereas distribution, shareholder servicing, and transfer agent func­
tions are conducted by the feeders. Feeder investment companies, each 
having similar investment objectives but different distribution chan­
nels for their shares, invest their assets solely in another investment 
company, known as the master fund.
The SEC staff currently requires financial statements of the master 
to be filed with each publicly held feeder's financial statements.
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Fund Mergers and Acquisitions
As with most U.S. industries, the trend toward concentration into 
larger economic units continued for investment companies in 1995. 
Similar funds are usually combined when investment advisers are ac­
quired by or merge with other investment advisers. Auditors involved 
in fund combinations should refer to paragraphs 8.27 through 8.31 of 
Audits o f Investment Companies for guidance on how to account for such 
transactions. The SEC staff has issued guidance on how to compute the 
historical performance of the continuing entity. (See the "Regulatory 
and Legislative Developments" section of this Audit Risk Alert.)
Attesting to Investment Performance
The AICPA's Investment Companies Committee has prepared a No­
tice to Practitioners, Examination Engagements to Report on Investment 
Performance Statistics Based on Established or Stated Criteria. The Notice 
amends the guidance provided in a previously issued Notice to Practi­
tioners, Engagements to Report on Performance Presentation Standards o f 
the Association for Investment Management and Research. It provides prac­
tical applications of the reporting example included in paragraph 54 of 
AICPA Statement on Standards for Attestation Engagements No. 1, 
Attestation Standards (AICPA, Professional Standards, vol. 1, AT sec. 100). 
(To obtain this Notice, dial (201) 938-3787 from a fax machine, follow 
the voice cues, and select document number 477.)
Elimination of Uncertainty Reporting
The AICPA's Auditing Standards Board (ASB) has issued an expo­
sure draft of a proposed SAS, Amendment to Statement on Auditing 
Standards No. 58, Reports on Audited Financial Statements, that would 
eliminate the requirement that, when certain criteria are met, the audi­
tor add an uncertainties explanatory paragraph to the auditor's report.
The amendment would also expand the guidance in paragraph 37 of 
SAS No. 58, Reports on Audited Financial Statements (AICPA, Professional 
Standards, vol. 1, AU sec. 508), to indicate that "unusually important 
risks or uncertainties associated with contingencies, significant esti­
mates, or concentrations" are matters that auditors may wish to em­
phasize in their reports. The amendment retains the option allowing 
auditors to disclaim an opinion on financial statements due to uncer­
tainties.
The proposal does not affect the provisions of SAS No. 59, The Audi­
tor's Consideration o f an Entity's Ability to Continue as a Going Concern 
(AICPA, Professional Standards, vol. 1, AU sec. 341), which requires that
15
the auditor add an explanatory paragraph to the auditor's report when 
there is substantial doubt about the entity's ability to continue as a 
going concern.
Audits o f Investment Companies indicates that auditors of the financial 
statements of investment companies may consider it necessary to add 
an uncertainties explanatory paragraph to their reports when the fi­
nancial statements contain securities whose values were estimated by 
the board of directors in the absence of readily ascertainable market 
values and the range of possible values of those securities is significant. 
If the proposed SAS is issued in final form, that requirement will be 
eliminated. Nonetheless, auditors reporting on financial statements 
that include such securities may wish to emphasize that fact by add­
ing an emphasis-of-a-matter paragraph to their reports. Such para­
graphs, however, are optional and are added solely at the auditor's 
discretion.
The ASB hopes to finalize this SAS late this year and to issue a SAS 
that would be effective for reports issued on or after June 30, 1996. 
Comments on the proposed SAS were due on October 2 0 , 1995.
Accounting Issues and Developments
FASB Statement on Derivatives
In October 1994, the FASB issued Statement No. 119. FASB State­
ment No. 119 requires disclosures about derivative financial instru­
ments—futures, forward, swap, and option contracts, and other 
financial instruments with similar characteristics. It also amends exist­
ing requirements of FASB Statements No. 105 and No. 107.
The Statement requires disclosures about amounts, nature, and 
terms of derivative financial instruments that are not subject to FASB 
Statement No. 105 because they do not result in off-balance-sheet risk 
of accounting loss. It requires that a distinction be made between finan­
cial instruments held or issued for trading purposes (including dealing 
and other trading activities measured at fair value, with gains and 
losses recognized in earnings) and financial instruments held or issued 
for purposes other than trading. Paragraph 12 of FASB Statement No. 
119 encourages, but does not require, entities to disclose quantitative 
information about risks associated with derivatives.
FASB Statement No. 119 was effective for financial statements issued 
for fiscal years ending after December 15, 1994, except for organiza­
tions with less than $150 million in total assets. For those organizations, 
the Statement is effective for financial statements issued for fiscal years 
ending after December 15 , 1995.
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The FASB Special Report Illustrations o f Financial Instrument Disclo­
sures contains illustrations of the application of FASB Statements No. 
105, No. 107, and No. 119.
In a letter, dated February 3 ,  1995, to chief financial officers of invest­
ment companies, the Chief Accountant of the SEC Division of Invest­
ment Management stated that investment companies should designate 
each derivative covered by FASB Statement No. 119 as either held or 
issued for trading purposes or for purposes other than trading and 
should make that designation at the time that the derivative financial 
instrument is acquired. The letter states that funds have a continuing 
obligation to regularly evaluate the appropriateness of the original 
designations, which could lead to changes in a designation and, ac­
cordingly, differences in disclosure requirements during the holding 
period of the instrument.
FASB Interpretation
The FASB issued Interpretation No. 41, Offsetting o f Amounts Related 
to Certain Repurchase and Reverse Repurchase Agreements (FASB, Current 
Text, vol. 1, sec. B10), in December 1994. Accounting Principles Board 
Opinion No. 10, Omnibus Opinion—1966, paragraph 7 (FASB, Current 
Text, vol. 1, sec. B10), states that "it is a general principle of accounting 
that the offsetting of assets and liabilities in the balance sheet is im­
proper except where a right of setoff exists." FASB Interpretation No. 
39, Offsetting o f Amounts Related to Certain Contracts (FASB, Current Text, 
vol. 1, sec. B10), defines right o f setoff and specifies conditions that must 
be met to permit offsetting. This Interpretation modifies FASB Inter­
pretation No. 39 to permit offsetting, in the statement of financial posi­
tion, of payables and receivables that represent repurchase agreements 
and reverse-repurchase agreements and that meet the conditions of the 
Interpretation.
FASB Interpretation No. 41 was effective for financial statements is­
sued for periods ending after December 15 , 1994.
Distribution Costs
The AICPA issued SOP 95-3, Accounting for Certain Distribution Costs 
o f Investment Companies, in July 1995. This SOP applies to investment 
companies that adopt plans that comply with Rule 270.12b-l of the 
1940 Act. It requires—
1. Investment companies with enhanced 12b-1 plans to recognize a 
liability, with a corresponding charge to expense, for excess costs.
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Changes in the liability should be recognized in the statement of 
operations as an expense or a reduction in expense.
2. Reporting of the liability at its present value, calculated using an 
appropriate current interest rate, if certain conditions are met.
3. Investment companies with board-contingent plans to recognize 
a liability for excess costs, computed in the same way as for an 
enhanced 12b-1 plan, when the company's board commits to pay 
such costs.
4. Certain disclosures for both traditional and enhanced plans.
SOP 95-3 amends Audits o f Investment Companies. It is effective for 
annual financial statements for fiscal years beginning after December 
15 , 1995, and for interim financial statements for periods in such years. 
The cumulative effect of changes caused by adopting this SOP should 
be reflected in the calculation of net asset value on the first day of the 
fiscal year of adoption.
Nonpublic Investment Partnerships
The AICPA also issued SOP 95-2, Financial Reporting by Nonpublic 
Investment Partnerships, in May 1995. This SOP applies to financial 
statements of investment partnerships that are exempt from SEC regis­
tration under the 1940 Act (with certain exceptions) prepared in con­
formity with generally accepted accounting principles (GAAP). It 
provides guidance on financial statement presentation and disclosure 
of investments, income, and partners' capital. It requires—
1. That financial statements include a condensed schedule of invest­
ments in securities.
2. Presenting a statement of operations in conformity with the re­
quirements for statements of operations of management invest­
ment companies in Audits o f Investment Companies.
3. Presenting management fees in the financial statements and dis­
closing how they are computed.
SOP 95-2 is effective for financial statements issued for fiscal years 
beginning after December 1 5 , 1994. Earlier application is encouraged.
Risks and Uncertainties
The AICPA issued SOP 94-6, Disclosure o f Certain Significant Risks and 
Uncertainties, in December 1994. This SOP applies to financial state­
ments that are prepared in conformity with GAAP and are applicable 
to nongovernmental entities. It applies to all entities that issue such
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statements. It does not apply to condensed or summarized interim fi­
nancial statements. It requires reporting entities to include in their fi­
nancial statements disclosures about—
1. The nature of their operations.
2. Use of estimates in the preparation of financial statements.
In addition, if specified disclosure criteria are met, it requires entities 
to include in their financial statements disclosures about—
1. Certain significant estimates.
2. Current vulnerability due to certain concentrations.
The provisions of SOP 94-6 are effective for financial statements is­
sued for fiscal years ending after December 15, 1995, and for financial 
statements for interim periods in fiscal years subsequent to the year for 
which the SOP is first applied. Early application is encouraged but not 
required.
Information Sources
Further information on matters addressed in this risk alert is avail­
able through various publications and services listed in the table at the 
end of this document. Many non-government and some government 
publications and services involve a charge or membership require­
ment.
Fax services allow users to follow voice cues and request that se­
lected documents be sent by fax machine. Some fax services require the 
user to call from the handset of the fax machine, others allow users to 
call from any phone. Most fax services offer an index document, which 
lists titles and other information describing available documents.
Electronic bulletin board services allow users to read, copy, and ex­
change information electronically. Most are available using a modem 
and standard communications software. Some bulletin board services 
are also available using one or more Internet protocols.
Recorded announcements allow users to listen to announcements 
about a variety of recent or scheduled actions or meetings.
All phone numbers listed are voice lines, unless otherwise desig­
nated as fax (f) or data (d) lines. Required modem speeds, expressed in 
bauds per second (bps), are listed data lines.
*  *  *  *
This Audit Risk Alert supersedes Investment Companies Industry De­
velopments— 1994.
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*  *  *  *
Practitioners should also be aware of the economic, regulatory, and 
professional developments described in Audit Risk Alert— 1995/96 and 
Compilation and Review Alert—1995/96, which may be obtained by call­
ing the AICPA Order Department and asking for product number 
022180 (audit) or 060669 (compilation and review).
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